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Petitioner, | 
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I 

" ■ i 

j 

On Appeal From tlie Board of Tax Appends 

! 

I 

PETITIONER’S BRIEF I 

_ ! 

(a) STATEMENT OF THE CASE 

The sole question in issue in this case is whether 
the petitioner, in computing his Federal Income Tax 
liability, sustained a deductible loss in 1930, pis con¬ 
tended by the respondent, or in 1933, as contended by 

the petitioner, under the following circumstances: 

i 

The evidence shows that in 1928 petitioner invested 
in the corporate stock of the Capital Title and Guaran¬ 
tee Co. (hereinafter called “Washington Com^iany”), 
the main inducement for investment being certain rep¬ 
resentations by an official of the New York Title & 
Mortgage Co. (hereinafter called “New York Com¬ 
pany^’) as to the value of the assets of the Wasl^ington 
Company. In 1930 the worthlessness of the said cor¬ 
porate stock of the Washington Company was shown 
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as a result of foreclosure proceedings instituted by the 
New York Company. About that time it was also 
shown that the said representations upon which peti¬ 
tioner and other stockholders had been induced to pur¬ 
chase said corporate stock were false, and in 1933, as 
a result of litigation (to the cost of which petitioner 
contributed), it was ascertained that as a matter of 
law the New York Company was not liable because of 
the misrepresentations of its representative which in¬ 
duced stockholders of the Washington Company to 
make the investment in its stock. 

The facts were stipulated by the parties (Record 
9-28), and a concise statement of the facts is set forth 
in the petition for review (Record, pages 36-39). 

In the interest of brevity, it is considered that it 
is necessary to state here no more than that the mis¬ 
representations referred to in the last paragraph were 
contained in a letter written by a solicitor of the New 
York Company to the President of the Washington 
Company, which was.used by agents of that company 
to secure stock subscriptions. A Stockholders’ Pro¬ 
tective Committee of the Washington Company and 
others informed this petitioner in the fall of 1930 that 
he had been defrauded, and he thereupon contributed 
$20 towards the expense of test suits to determine 
whether the New York Company was liable in law for 
the said misrepresentations. In 1931, two actions on 
the case for deceit were filed in Supreme Court against 
the New York Company by attorneys employed by 
the Stockholders’ Protective Committee. The first 
case was filed in behalf of Grace L. Hutton (Law No. 

*. 79132) and that case was decided in favor of the plain- 
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tiff, and the decision was reversed by this Court on 
June 4, 1934, with a dissenting opinion by Mr^ Justice 
Hitz (71 Fed. 2d 989). The second case was filed in 
behalf of John H. Schaeffer and was decided in 1933 
in behalf of the defendant and not appealed. The de¬ 
cision denying a motion for a new trial is printed in 
the record of this case on pages 12-28. It; also is 
printed in Vol. 61 of the Washington Law R^rter, 
page 674. j 

I 

The Board of Tax Appeals sustained the commis¬ 
sioner’s determination that the petitioner had sustained 
the loss of his investment in 1930 (Record, pages 28- 
30), and on November 4, 1936, denied petitioner’s mo¬ 
tion for rehearii^ (Record, 31-32). The*parties, by 
stipulation, agreed that the petitioner might file his 
petition for review in this Court (Record, 35); said 
petition was filed February 16, 1937 (Record* pages 
36-43). I 

i 

The identical section of the Revenue Acts pf 1928 
and 1932, under which the deduction is claimed, is as 
follows: 

1 

Sec. 23. In computing net income therfe shall 
be allowed as deductions: * * * 1 . 

(e) Losses By Individuals. Subject to the 
limitations provided in subsection (r) of this 
section, in the case of an individual, losses sus¬ 
tained during the taxable year and not com¬ 
pensated for by insurance or otherwise— 

(1) if incurred in trade or business; or 

(2) if incurred in any transaction entered 

into for profit, though not connected 
with the trade or business. 
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(b) ERRORS OF THE BOARD OF TAX APPEALS 
RELIED ON BY PETITIONER 

The petitioner relies upon each and every of the 
errors set forth in the assignment of errors contained 
in his petition to this Honorable Court (Record, page 
39). 

(c) SUMMARY OF THE ARGUMENT 

1. The word ‘‘sustained” in Section 23 (e) of the 
applicable revenue law is not synonymous with the 
word “occurred”. . If the amount of the actual loss 
or its non-recoverability is in doubt xmtil a later date, 
the loss has not been “sustained” within the meaning 
of the statute imtil those facts are ascertainable. 

2. Applying these principles of law to the facts in 
this case, it is clear that the petitioner’s loss in con¬ 
troversy was “sustained” in 1933. 

(d) ARGUMENT 

1. The word ^^sustamed” in Secticm 23 (e) cl the 
applkaUe revenue law is not synonymous vddi the 
word ^^occurred”. If the amount of the actual loss 
or its ncm-recov^ubility is in doubt until a later 
dat^ die loss has not been ^^sustained” within die 
meaning of the statute until those facts are ascer- 
tainaUew 

In the average case, a loss is sustained at the time 
it occurs and the word “sustained” and the word “oc¬ 
curred” may be applied indiscriminately to the relevant 
circumstances which together are summed up in the 
ultimate fact denominated a “loss”. But the word 
“occurred” refers to the happening of an event (46 C. 



J. 900, and cases cited in notes 7-23), while ^e word 
‘‘sustained” refers to the existence of evidence or proof 
of the event (60 C. J. 1194 and cases cited jin notes 
79-91). When all of the circumstances have occurred 
which together constitute a loss, it does not necessarily 
follow that the loss has yet been “sustained”,! because 
the force or significance of some of those events or 
circumstances may be doubtful until afterwards when 
other events occur. In all such cases the lo^s would 
not be “sustained” imtil doubts have been resolved 
with respect to all of the relevant facts as to the 
amount of the loss and its non-recoverability.| 


There are several decisions of the Courts and the 
Board of Tax Appeals which have recognized the fact 
that in the adjudication of Federal Income Tax cases 
distinction must be made between the question when 
did the events occur which constitute the loss, and 
the question when was the loss “sustained”; within 
the meaning of Section 23 (e) of the Revenue Act 
of 1928, and the corresponding provisions of other 
revenue laws. 


The Supreme Court of the United States,! in the 
case of Lewellyn v. Electric Reduction Co., 27$ U. S. 
243, held that where the taxpayer has ventured on a 
course of action in the reasonable expectation that 
the promised conduct of another will come to pass, 
the loss is not sustained until the future ^ails to 
justify his hopes. In that case, the company in July, 
1918, contracted through a broker, for the snle and 
delievery to it by one Jouravleff, in monthly install¬ 
ments, a quantity of timgsten ore. The contract re¬ 
quired the company immediately to acc^t a bill of 


i 


i 


i 
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exchange drawn on it by the seller in the sum of 
$30,0CX), which was to be applied against the pur¬ 
chase price of the first carload of ore shipped. The 
seller negotiated the draft through bankers associated 
with him in the transaction. The company accepted 
the draft and paid it at maturity in advance of any 
actual shipment of ore, having received from the 
broker who had negotiated the sale a telegram saying: 
“Shipment one car will be made today.” Only a small 
quantity of ore was ever shipped, which when re¬ 
ceived was credited upon the amount of the draft, 
leaving a balance of more than $27,000. In March, 
1919, the company b^an three separate suits to re¬ 
cover the $27,000; one against the seller, the second 
against the broker as an alleged surety or guarantor 
of the seller, and the third against the bankers. Judg¬ 
ment was secured against the seller in 1919, which 
was never satisfied. The suit against the broker 
resulted in judgment for the defendent in 1922. The 
suit against the bankers was discontinued in 1921, 
after they had been adjudged bankrupt. Upon the 
termination of the litigation against the broker, in 
1922, the company filed an amended return for 1918, 
in which it deducted the $27,000 as a loss and 
brought suit to recover the allied overpayment of 
tax for 1918. The Supreme Court, in holding that 
the loss was not sustained in 1918, as contended by 
the taxpayer, stated: 

“But we do not think that a loss resulting 
from a buyer’s prepayment to a seller who 
proves to be irresponsible is necessarily sus¬ 
tained, in the statutory meaning, as soon as the 
money is paid. The statute was intended to 
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apply not only to losses resulting from thfe physi¬ 
cal destruction of articles of value but to those 
occurring in the operations of trade arid busi¬ 
ness, where the business man has ventured on a 
course of action in the reasonable exp^tation 
that the promised conduct of another will come 
to pass. Not only the future success! of the 
business, but its present solvency depends on the 
probable accuracy of his prophecy. Onfy when 
events prove the prophecy to have be^n false 
can it be said that he has suffered. I^is case 
is not like that of a man who fails to learn of 
the theft of his bonds or the burning! of his 
house until a year after the occurrence, but 
rather resembles the position of a merchant who 
buys in one year, for sale in the next, rr^erchan- 
dise which shifting fashion renders unsaleable 
in the latter. It may well be that he whose 
house has been burned has sustained! a loss 
whether he knows it or not and may recover 
a tax paid in ignorance of that material fact. 
But we cannot say that the merchant whose 
action has been based not merely on ighorance 
of a fact but on faith in a prophecy—even 
though the prophecy is made without full knowl¬ 
edge of the facts—can claim to have sustained 
a loss before the future fails to justify his hopes. 

‘‘Here the only fact relied upon to show a 
loss is the outcome of the litigations twp years 
after respondent’s payment to Jouravleff. | ITiere 
is nothing in the findings from which we could 
conclude that the respondent in 1918 had ceased 
to regard his rights imder the contract as! having 
value or that there was then reasonable ground 
to suppose that efforts to enforce them would 
be fruitless. On the findings respondent is not 
entitled to recover.” 
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In the case of Burnett v. Huff, 288 U. S. 156, Huff 
and his wife claimed a loss in relation to community 
property in 1920, when certain trust funds were em¬ 
bezzled by Huff’s partner. Huff and his wife dis¬ 
covered the unauthorized use of the trust fund in 1920, 
and afterward the partner promised to repay the 
money he had taken, but did not do so, and a judg¬ 
ment against him would have been worthless. Huff 
made good the loss in 1921. The Supreme Court held 
that Huff did not sustain a deductible loss in 1920. 

In Lucas v. American Code Co., 280 U. S. 445, 
the Supreme Court refused to allow a deduction for 
loss by reason of breach of contract as of the year in 
which the breach occurred, even though the taxpayer 
kept its books upon an accrual basis. The Court 
held that the loss was sustained in a subsequent year 
when, as a result of litigation, the actual damages 
were determined. In the opinion in the case, by Mr. 
Justice Brandeis, it is stated that: 

“The general requirement that losses be de¬ 
ducted in the year in which they are sustained 
calls for a practical, not a legal test. * * ♦ Ob¬ 
viously, the mere refusal to perform a contract 
does not justify the deduction, as a loss, of the 
anticipated damages. For, even an imquestion- 
able breach does not result in loss, if the injured 
party forgives or refrains from prosecuting his 
claim. Ajid, when liability is contested, the in¬ 
stitution of a suit does not, of itself, create a 
certainty of loss. * * * In the case at bar, the 
contract had nearly 18 more years to run at the 
time of its breach. Liability for the breach was 
denied and strenuously contested, the litigation 
being carried to the highest court of the state. 
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The amount of the damages, if any, was wholly 
unpredictable. While the facts determining lia¬ 
bility had occurred in the year of the breach, 
the amount to be recovered, if there wis l^al 
liability, depended in large part on the course of 
future events.” 


In the case of Douglas County Light and Water 
Company v. Commissioner, 43 Fed. (2d) 904 (C. C. 
A. 9th Cir.) the taxpayer incurred a loss when cer¬ 
tain of its bonds were appropriated to his o^ use 
by its President in 1915; but the company afterwards 
endeavored to obtain restitution of the bonds or pay¬ 
ment therefor, and secured his note in 1921, ! which 
proved to be worthless in 1922. It was held that the 
loss was “sustained” in 1922. 

i 

In the course of the opinion it is stated that: 


“Claimed deductions for doubtful debts or in¬ 
choate losses are not to be encouraged and there¬ 
fore the taxpayer ought not to be penalize for 
deferring his claim for deductions until he has 
in good faith resorted to reasonable measures 
for avoiding or minimizing a threaten^ loss. 
Owing to the tendency to lower the tax rates, 
postponement of such a claim works to the bene¬ 
fit rather than to the injury of the Government.” 

In the case of Allied Furriers Corporation Com¬ 
missioner, 24 B. T. A. 457, petitioner’s warehouse 
was burglarized and goods of the value of $23,984.72 
were stolen in 1925. The petitioner considered that 
it was indemnified against the loss by an insurance 
policy, but the insurance company refused tp pay 
the loss. The petitioner sued the insurance company 
upon the policy and the suit was decided adversdy 
to the petitioner in 1928. The Board of Tax Appeals 


I 

I 

I 

I 

i 

i 


i 
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held that the loss was not sustained until 1928. In 
the opinion it was stated that: 

“The facts in the instant case show that in 
1925 the petitioner was protected by an insur¬ 
ance policy against any loss from burglary. It 
could not reasonably have claimed any loss in 
its 1925 return from burglary. From its stand¬ 
point, it was covered by insurance. When the 
insurer refused to pay ^e loss, the petitioner in 
gdod faith brought suit against it for the re¬ 
covery of the loss. The loss was sustained when 
the Court held that the Insurance Company was 
not liable for the amount thereof. In a very 
practical sense, the loss was sustained in 1928.’’ 

In the case of Derby Realty Corporation v. Com¬ 
missioner, 35 B. T. A., No. 51, decided January 27, 
1937, the petitioner was the l^al owner and mort¬ 
gagor of certain real estate in Michigan which was 
sold under foreclosure in 1930, but in respect of 
which the mortgagor under local law retained for 
one year from the date of foreclosure the right to 
redeem, the right of possession and other rights of 
substance. The Board of Tax Appeals held that the 
deductible loss resulting to petitioner from the mort¬ 
gage foreclosure in 1930 was not “sustained” until 
1931, when the right to redeem expired. 

As stated by Mr. Justice Brandeis in the opinion 
in the case of Lucas v. American Code Co., supra, “the 
general requirement that losses be deducted in the year 
in which they are sustained calls for a practical, not 
a legal, test.” The “practical test” requires that in 
cases where there are doubts of the recoverability of 
the loss, at the time of the occurrence of the circum- 
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stances which give rise to the loss, the facts known 
to the taxpayer or ascertainable by him must be given 
controlling weight in determining whether the loss has 
then been “sustained/' In several cases ih which 
there have been doubts of the recoverability of a loss 
when it occurred and the Courts of the United States 
have concluded as a matter of law that the loss was 
sustained at that time, it will be found that the tax¬ 
payer concluded that the loss had been sustained at 
that time. Thus, in the case of U, S, v. S, White 
Dental Mfg, Co.^ 274 U. S. 398, the taxpayer claimed 
a deduction of the loss when it occurred and the Su¬ 
preme Court held that the taxpayer was not required 
to be an “incorrigible optimist” and allowed the de¬ 
duction, although if the l^al test had been applied, 
his loss could not have been held to have been sus¬ 
tained at that time. i 

In the case of Niagara Shares Carp, v. Ccmmis- 
sioner, 82 Fed. (2d) 208, the Circuit Court of Appeals 
for the Fourth Circuit decided that the taxpayer should 
be allowed to deduct its loss when claimed at tlie time 
it occurred, even though from a legal test the Id^s had 
not been sustained because the loss was recovered in 
1934 through litigation. 

I 

There are two cases in which the Courts have held 
that the loss was sustained when it occurred, whereas 
the taxpayer, as in the case at bar, did not dahn the 
loss until a later date. But those decisions are easily 
distinguishable from the case at bar. In the dise of 
Commissioner v. Highway Trailer Co., 72 Fed: (2d) 
913, there was a physical destruction of the property 
and the Circuit Court of Appeals for the Seventh Cir- 


I 
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cuit stated that ‘"Where, as in the case at bar, an actual 
physical loss occurs, resulting in a certain definite, 
fixed amount of damage, it seems better practice to 
allow the deduction for that entire amount of damage 
(not covered by insurance) in the year in which the 
loss actually occurs, according to the rule in the White 
Dental Case, rather than to defer it until subsequent 
events. indicate whether or not a recovery is to be had 
from other parties for a part of the loss. We think 
that this does not conflict with the rule of the Huff 
Case, supra, that ‘the loss must be actual and pres¬ 
ent,’ because the loss is actual and present as soon 
as the physical damage occurs, as distinct from the sit¬ 
uation where the loss claimed arises from a liability 
which may or may not ever materialize.” Neverthe¬ 
less, there was a dissenting opinion in that case by 
Judge Evans on the ground that the loss had not been 
realized until the end of the litigation following the 
destruction of the property. In the case at bar, there 
was no destruction or loss of the certificates of stock. 
Said certificates may still be in the hands of petitioner 
and the corporation may still be in existence for aught 
that appears in the record. It was only the value of 
the stock certificates which was affected by the fore¬ 
closure proceedings instituted by the New York Co. 

In the case of Commissioner v. John Thatcher 
& Son, 76 Fed. (2d) 900, the taxpayer claimed a de¬ 
duction as a loss in 1928, but the Court held that the 
amount in controversy was not deductible as a loss 
in any year, but should have been deducted in 1918 as 
“ordinary and necessary expenses paid or incurred 
during the taxable year in carrying on any trade or 



business/' under Secteon 214 (a) (1) of the Revenue 
Act of 1918. I 

2. Applying the above decisions to the facts in Au 

case, it is dear that the petitioner’s loss in c<Mitro« 

versy was sustained in 1933. 

The case of Lewellyn v. Electric Reduction Co,, 
supra, would seem to be practically on all fours; with 
the case at bar. In that case the company advanced 
the money on the false representations of the broker 
(an allied guarantor) that a car of ore was being 
shipped that day by the seller. In the case at; bar, 
petitioner made his investment on the false repre¬ 
sentations of the New York Company (an allied 
guarantor) that the Washington Company had ^ fine 
and valuable plant. In the Electric Reduction Co. 
case a judgment against the seller was render^ in 
1918, but not satisfied. A judgment for the broker 
(allied guarantor) was rendered in 1922, an^ the 
Court in effect held that the loss was sustain^ in 
that year. In the case at bar, the seller’s assets | were 
sold under foreclosure proceedings in 1930, bt|t the 
judgment for the alleged guarantor of the assets was 
not rendered until 1933. i 

I 

It should be noted that the question is not merely 
when did the stock of the Washington Company be¬ 
come worthless. The question in issue is when the 
petitioner sustained the loss of $500.00, whidh he 
paid for the said stock, in view of the fact th^t his 
purchase was induced by certain representatiops of 
value by the New York Company’s official, Which 
representations afterwards were ascertained to be 
fraudulent. Petitioner contends that his loss; was 
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not sustained until 1933, when, as a result of litiga¬ 
tion, it was determined as a matter of law that the 
New York Company was not liable for the misrepre¬ 
sentations of its representative, which constituted the 
main inducement for the investment of the said $500. 

In 1930 it was ascertained that the stock of the 
Washington Company was worthless, and that the 
representations of its value by the official of the 
New York Company were false, but if the New York 
Company had given a valid guarantee or had ad¬ 
mitted its liability for the misrepresentations made 
by its official, the petitioner would have sustained no 
loss, even though the stock was worthless. The 
New York Company denied liability for the alleged 
guaranty in this case, but petitioner and others who 
had been induced to purchase the stock of the Wash¬ 
ington Company by the said misrepresentations of 
the official of the New York Company, considered 
that tlie New York Company was liable for those 
misrepresentations, and in good faith two test suits 
were instituted to determine the liability of the New 
York Company. 

The'petitioner showed his good faith by contribut¬ 
ing $20 to the costs of the two test suits. The record 
in each of the two test suits demonstrate that the 
official of the New York Company had made mis¬ 
representations as to the value of the stock of the 
Washington Company, and that there were reason¬ 
able grounds for instituting the litigation. 

In one of the suits (the Hutton Case) the jury 
rendered a verdict against the New York Company 
and judgment was entered against the Company by 
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the Supreme Court of the District of Columbia. The 
decision was reversed by this Honorable Coikrt, but 
the dissenting opinion of the late Mr. Justicie Hitz 
certainly shows that there were reasonable grounds 
for the institution of the litigation. Mr. j Justice 
Hitz was of the opinion that the New York Company 
should have been held lable. j 

I 

The other test case (the Schaeffer Case) was tried 
before a jury in the Supreme Court of the District 
of Columbia in 1933, resulting in a verdict Jor the 
New York Company. New trial was refusM and 
no appeal was filed. Petitioner concluded, after an 
examination of the decision upon the motion for a 
new trial in that case, that it would be useless for 
him to proceed any further. Moreover, three years 
had then elapsed since he ascertained that he had 
been bilked, and the statute of limitations ran against 
an action at law, and if he waited any longer before 
instituting a suit in equity he would be chargeable with 
laches. But, imtil the fall of 1933 he might hkve in¬ 
stituted suit, and it was doubtful whether he had actu¬ 
ally sustained a loss. It was his responsibility to 
determine when the circumstances warranted his re¬ 
turn undef oath that he had sustained the loss,! and if 
he acted in good faith he should not be penalised be¬ 
cause he deferred claiming the loss. Since it| is the 
taxpayer’s responsibility of making the return ajid also 
of making efforts to minimize or recover the apparent 
loss, it would seem that in cases where there is reson- 
able doubt, the taxpayer’s good faith and consistency 
of condu»::t should be the controlling factor in determin¬ 
ing whether he should be allowed to claim tl^e loss 

I 

i 


I 

J 
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when it occurs or when all doubts of nonrecoverability 
have been resolved. 

The petitioner submits that the circumstances were 
such in 1930, that not only this petitioner but others 
similarly situated had reasonable grounds for believing 
that their several investments were recoverable and 
they proposed to and did make efforts to do so. The 
petitioner being thus persuaded, it is certain he did 
not sustain a loss prior to 1933, unless it be shown 
that he knew or should have known all the time that 
the suits would be decided against the stockholders. 
The dissenting opinion of Mr. Justice Hitz shows that 
a very learned Judge, up to the very end, contended in 
one of the test suits that it should have been decided 
in favor of the stockholders. 

The decision of the U. S. Board of Tax Appeals is 
apparently based upon the grounds that the Wash¬ 
ington Company was not made a defendant to the test 
suits; that the petitioner was not a party to any suit; 
and that it is not shown if or how petitioner expected 
to recover his loss. Surely it was useless to bring suit 
against the Washington Company after all of its assets 
had been acquired by the New York Company under 
the foreclosure proceedings in 1930. There was only 
one plaintiff in each of the test suits, and it is of no 
significance that neither plaintiff was this petitioner 
if the case would be decisive of the question involved in 
his case. A test action has been defined as an action, the 
purpose of which is to determine a doubtful right af¬ 
fecting many persons. (62 C. J. page 824.) The 
record shows that the petitioner is a citizen of the 
United States and a resident of the District of Co- 
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lumbia and it would seem that the Board of Tax Ap¬ 
peals should have presumed that the Courts wer^ as 
accessible to the petitioner as to other citizens, and he 
could have done just what the plaintiffs in the |two 
test suits did at any time prior to the running of the 
Statute of Limitations. | 

(e) CONCXUSION 

We respectfully submit that if the only consideration 
for the $500 paid by the petitioner to the Washin^on 
Company had been the stock certificate, and hi^ in¬ 
vestment of $500 had rested entirely upon the repre¬ 
sentations made in the stock certificate, then his loss 
would have “occurred” and would have been ‘ .sus¬ 
tained” when the stock certificate became worthless. 
But the main inducement for the purchase of the stock 
certificate was the allied guaranty of the New York 
Company as to the character and value of the assets 
of the Washington Company, and the loss in value of 
the stock certificate occurred because of the lack of 
value of the said assets. The petitioner considered |that 
he had the right to rely upon the alleged guaranty of 
the New York Company, and whether he had actually 
sustained a loss was doubtful until the significance of 
the fraud practised upon him in the alleged guaranty 
(which was the principal inducement for his purchase 
of the stock) was determined in 1933. 

I 

Respectfully submitted, | 

i 

Oscar P. Mast, 

Bright, Thompson & Hinrichs, 
Attorneys for Petitioner, 
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In the United States Court of Appeals 
for the District of Columbia i 

I 

- i 

i 

No. 6912 I 

i 

I 

H. Stanley Bjnrichs, petitioner ' 

V. I 

Guy T. Helvering, Commissioner of Int^nal 

Revenue, respondent i 

i 

1 

I i 

I 

ON PETITION FOR REVIEW OF DECISION OF THE ijNITED 
STATES BOARD OF TAX APPEALS 

j 

I 

BRIEF FOR THE RESPONDENT | 

I 

\ 

\ 

OPINION BELO'W’ 

i 

I 

The only previous opinion in the present case 
is that of the United States Board of Tax 
(R. 28-30), promulgated July 24, 1936, apd re¬ 
ported in 34 B. T. A. 835. | ^ 

I 

I 

JURISDICTION 1 

i 

i 

This appeal involves a deficiency in income 
taxes for the calendar year 1933 in the sum of 
$275.60, and is taken from a decision of the ^oard 
of Tax Appeals, entered August 5, 1936 (R. 30), 

( 1 ) ' I 


j 

i 

i 
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rehearing denied November 4, 1936 (R. 32). The 
case is brought to this Court, under stipulation 
(R. 35), by petition for review filed January 22, 
1937 (R. 35-40), pursuant to Sections 1001-1003 
of the Revenue Act of 1926, c. 27, 44 Stat. 9, as 
amended by Section 1101 of the Revenue Act of 

1932, c. 209, 47 Stat. 169. 

QUESTION PRESENTED 

Whether the $500 purchase price of shares of 
stock, and the $20 expenses of test suits to fix lia¬ 
bility for fraud in connection with the sale thereof 
upon a party other than the seller, may be deducted 
as a loss in 1933, the shares having been purchased 
in 1928, having become worthless in 1930, and both 
test suits having been decided by the trial court in 

1933, and one of them by the appellate court in 

1934, 

' STATUTE AND REGULATIONS INVOLVED 

Revenue Act of 1928, c. 852,45 Stat. 791: 

Sec. 23. Deductions from gross income. 

' In computing net income there shall be 

allowed as deductions: 

* * * * * 

(e) Losses by individuals.—^In the case of 
an individual, losses sustained during the 
taxable year and not compensated for by in¬ 
surance or otherwise— 

(1) if incurred in trade or business; or 

(2) if incurred in any transaction en- 
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V 


tered into for profit, though not connected 
with the trade or business; or I 

(3) of property not connected wiljh the 
trade or business, if the loss arises;from 
fires, storms, shipwreck, or other casualty, 
or from theft. ' 

Treasury Regulations 74, promulgated under 
the Revenue Act of 1928: | 

Art. 174. Shrinkage in value of 
STOCKS. —* * * If stock of a corporation 

becomes worthless, its cost or other ba§is de¬ 
termined under section 113 may be deducted 
by the owner in the taxable year in t^hich 
the stock became worthless, provided a satis¬ 
factory showing of its worthlessness be 
made, as in the case of bad debts. * , * * 


STATEMENT 


The facts as stipulated by the parties and found 
by the Board of Tax Appeals (R. 9-30) ate set 
forth below in so far as they are concerned in this 
appeal. | 

In October 1928, the petitioner purchased 5 
shares of the capital stock of the Capitol Title & 
Guarantee Company (hereinafter called the 
^^Washington Company’’), and paid therefoi* the 
sum of $500. The main inducement to the peti¬ 
tioner in purchasing this stock was the statement 
in a certain letter written by an oflScial of the \New 
York Title & Mortgage Company (hereiniifter 
called the ^^New York Company”) to Johfi P. 
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Earnest, President of the Washington Company, 
to the effect that the latter company had been ex¬ 
amined by experts of the New York Company, who 
pronounced it to be one of the finest title plants in 
existence and worth a very high figure (R. 9). 

The Washington Company ceased operations in 

1930, when its title, plant, furniture, fixtures, and 
other assets were sold, at foreclosure, to the New 
York Company, leaving insufficient assets to pay 
the remaining liabilities of the Washington Com¬ 
pany other than its liability to stockholders (R 9). 

In the fall of 1930 the petitioner was informed 
by the Chairman of the Stockholders’ Protective 
Committee of the Washington Company, and 
others, that a fraud had been perpetrated by the 
New York Company upon the stockholders of the 
Washington Company in connection with the sale 
of the stock. In response to the solicitation of the 
Stockholders’ Protective Committee the petition¬ 
er, on November 10, 1930, paid $20 in connection 
with the expenses of proposed test suits to deter¬ 
mine the liability of the New York Company in 
the circumstances (R. 10). 

Thereafter, on January 16, 1931, and July 2, 

1931, two test actions on the case for deceit, namely, 
Grace L. Hutton v. New York Title & Mortgage 
Company, and John H. Schaeffer v. New York 
Title & Mortgage Company, et aL, were com¬ 
menced in the Supreme Court of the District of 

I 

Columbia by attorneys employed by the Stockhold- 







5 


ers Protective Cominittee, in behalf of plaintiffs 
who had been induced to purchase stock of the 
Washington Company by the alleged fraudulent 
letter to John P. Earnest (R. 10). These j suits 

I_ 

were intended to test the liability of the New j York 
Company, a solvent corporation, to the plaintiffs, 
who were stockholders of the Washington Com¬ 
pany. The Hutton case was decided by th0 Su¬ 
preme Court of the District of Colmnbia in favor 
of plaintiff on March 18, 1933, and the New York 
Company appealed to this Court. On Jiine 4, 

i 

1934, this Court reversed the decision of th^ Su¬ 
preme Court of the District of Columbia (71 F. 
(2d) 989), with a dissenting opinion by Mr. Jijstice 
Hitz. In the Schaeffer case a verdict was rend¬ 
ered for the defendant in March, 1933 (61 Wash. 

1 

Law Rep. 322), and a new trial was denied by the 
Supreme Court of the District of Columbia (R. 
12) on July 13, 1933 (61 Wash. Law Rep. 674), 
and no appeal was taken. The Board of Tax Ap¬ 
peals was requested to take judicial notice of the 

proceedings in both of the cases (R. 10). | 

i 

The opinion of the Supreme Comrt of the Dis¬ 
trict of Columbia denying the motion for al new 
trial in the Schaeffer case came to the petitioner's 
attention on September 19, 1933. On that da^e he 
charged off as losses in his books the $500 I pur¬ 
chase price of the stock and the $20 contributed 
as expenses of the test suits (R. 10-11). 

In his income tax return for the year 1933 the 
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petitioner claimed as a deduction for losses sus¬ 
tained by him during the year 1933 the sum of 
$520, representing the purchase price of the stock 
and the money paid by him in connection with the 
expenses of the test suits. In arriving at the de¬ 
ficiency involved for the year 1933, the respond¬ 
ent determined that the stock became worthless 
and the loss was sustained by the petitioner dur¬ 
ing the year 1930, when the plant and the other 
assets of the Washington Company were sold, at 
foreclosure proceedings, to the New York Com¬ 
pany (R. 11). 

' SITDOtABY OF ARGUMENT 

Tax liability must be determined upon the basis 
of annual accounting periods. 

The establishment of the worthlessness of stock 
is an identifiable event entitling the owner thereof 
to a deduction at the time the loss is sustained. 

In order to take a deduction for a loss the tax¬ 
payer need not establish that there is no possi¬ 
bility of an eventual recovery. 

Where there is no assurance that the taxpayer 
would recover on account of his loss, he has not 
been compensated therefor within the meaning of 
the statute, and the loss is deductible in the year 
in which it occurs. 

The eases relied upon by the petitioner are dis¬ 
tinguishable from the case at bar. 

Assuming, without admitting, that the taxpayer 
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I 

I 

is entitled to postpone the deduction until has 

1 

exhausted the possibility of recovering in an aiction 
of deceit, he has not shown that 1933 is the proper 
year for taking the deduction. 

The Board of Tax Appeals correctly decided that 
‘Hhe circumstances shown by the present record fix 
the loss in 1930 and not in 1933” (R. 30). | 

ABGTJMENT 

I 

The petitioner sustained in 1930 a definite loss not com¬ 
pensated for by insurance or otherwise 

i 

The peitioner contends (Br. 4-5) that there is 
a distinction in the cases between losses ‘^obcur- 

I 

ring” and losses being ‘‘sustained.” However, 
this distinction is not borne out by the cases them¬ 
selves. On the other hand, the eases do distin^ish 
between those situations in which the extent of the 
losses may be definitely ascertained, and those; con¬ 
tingent losses which depend upon future evepts to 
determine their magnitude. Furthermore, thfe pe¬ 
titioner has confused that part of the statute 
(Section 23 (e) of the Revenue Act of 1928, supra, 
p. 2) reading, “losses sustained during the ta:5fable 
year^\ with that part reading, “and not compen¬ 
sated for by insurance or otherwise.” | 

I 

As generally understood, “compensation” means 
“that which constitutes an equivalent”, “amends.” 
See Webster’s New International Dictionary. 
The popular or accepted import of words fumifehes 


I 

i 

1 

I 

i 

i 
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the general rule for the interpretation of public 
laws, including taxing acts. Old Colony B, Co. v. 
Commissioner, 284 U. S. 552. 

In the case at bar, the possibility of recovery in 
an action of deceit cannot be regarded as compen¬ 
sation for the petitioner’s loss. In 1930 the ques¬ 
tion of recovery in such an action was highly 
speculative. No better proof of this is needed than 
the fact (R. 10) that no single individual instituted 
a deceit action, but a number of stockholders in¬ 
stituted two test actions. That procedure was in¬ 
consistent with a confident expectation of recovery 
on the part of any one stockholder. Obviously, 
they aU realized that they had been bilked but they 
were willing to risk a little more with the hope that 
they might recover their investments. As it turned 
out, however, their hope was futile, and nothing 
was recovered. 

Our system of taxation is based upon yearly 
gains and losses and requires the net result of the 
taxpayer’s transactions during a fixed accoimting 
period. It is essential that it produce revenue pay¬ 
able to the Government at regular intervals. 
Burnet v. Sanford & Brooks Co., 282 U. S. 359. 

The taxpayer may not postpone his loss and take 
it in a later and more favorable year. Avery v. 
Commissioner, 22 F. (2d) 6 (C. C. A. 5th) ; Darling 
V. Commissioner, 49 F. (2d) 111 (C. C. A. 4th), 
certiorari denied, 283 U. S. 866. Losses are de¬ 
ductible from income for those years only in which 
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the losses are sustained. Gowen v. Commissimer, . 
65 F. (2d) 923 (C. C. A. 6th), certiorari depied, 
290 U. S. 687. i 

The cases support the respondent’s contention 
that the possibility of remuneration for the! loss 
sustained in 1930 was too contingent to permit the 
loss to be claimed in a later year. | 

The Board of Tax Appeals, in denying the nght 
to the deduction in 1933, relied principally Upon 
the case of United States v. White Dental Co4 274 
U. S. 398 (R. 29). In that case the taxpayer sus- 

i 

tained a loss in 1918 as the result of the sequestra¬ 
tion by the German government of certain prop¬ 
erty during the War. In 1924 the Mixed Claims 
Commission awarded damages to the taxpayer,! but 
the taxpayer had written off its loss in 1918. The 
Commissioner disallowed the loss on the ground 
that it was not evidenced by a closed and com¬ 
pleted transaction in 1918. However, the Supreme 
Court, after referring to Section 234 of the Reve¬ 
nue Act of 1918, which authorized the deduction 
of ‘Tosses sustained during the taxable year not 

I 

compensated for by insurance or otherwise”, held 
that the loss was properly deductible in 1918. tThe 
Court stated in its opinion (pp. 402-3) : | 

i 

The quoted regulations, consistently \Hth 
the statute, contemplate that a loss may be¬ 
come complete enough for deduction without' 
the taxpayer’s establishing that there iS' no 
possibility of an eventual recoupment. It 
would require a high degree of optimism to 


I 
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discern in the seizure of enemy property by 
the German government in 1918 more than 
a remote hope of ultimate salvage from the 
wreck of the war. The Taxing Act does not 
require the taxpayer to be an incorrigible 
optimist. 

In the case of Burnet v. Sanford Brooks Co,, 
282 TJ. S. 359, the taxpayer sustained a loss in 1913 
to 1915 in connection with dredging operations for 
the Government. Suit was brought against the 
United States in 1916 and a judgment was recov¬ 
ered and satisfied in 1920. The taxpayer failed to 
include the amount of the judgment in income, and 
the Commissioner asserted a deficiency for 1920 on 
the ground that the amount recovered vras income 
in the year received. The Supreme Court sus¬ 
tained the Commissioner, saying (pp. 363, 365) : 

All the revenue acts which have been en¬ 
acted since the adoption of the Sixteenth 
Amendment have uniformly assessed the tax 
on the basis of annual returns showing the 
net result of all the taxpayer’s transactions 
during a fixed accoimting period, either the 
calendar year, or, at the option of the tax¬ 
payer, the particular fiscal year which he 
may adopt. 

^ * 

The Sixteenth Amendment was adopted 
to enable the government to raise revenue by 
taxation. It is the essence of any system of 
taxation that it should produce revenue as¬ 
certainable, and payable to the government, 
at regular intervals. Only by such a system 
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is it practicable to produce a regular flow of 
income and apply methods of accoimting, 
assessment, and collection capable of pi^cti- 
cal operation. It is not suggested that there 
has ever been any general scheme for ta:dng 


income on any other basis. 


The case at bar is very similar to the case of 
Niagara Share Corp, v. Commissioner, 82 F. (2d) 
208 (C. C. A. 4th), in which the taxpayer h0ld a 
contract guaranteeing against loss sustained oh the 
sale of securities. In 1930 the securities were! sold 


at a loss but the guarantors denied liability op the 
contract. The taxpayer brought suit on the j con¬ 
tract and in 1932 it recovered a judgment, ohly a 
portion of which was ever satisfied. The Circuit 
Court of Appeals for the Fourth Circuit Iheld 
that the loss was deductible in 1930, the ye^r in 
which the taxpayer claimed it. The court isaid 
(pp. 211-12): I 

i 

Here the taxpayer has admittedly suf¬ 
fered a loss in the year in question and! had 
a contract assigned to it that guaranteed 
against this loss. The guarantors on| the > 
contract denied any liability. That the | tax¬ 
payer would receive anything imder the Icon- 
tract of guaranty was uncertain as is shown 
by the fact that what it did finally recover, 
an amount far less than its loss, was only 
recovered at the end of vigorously contested 
litigation and by the decision of a divided 
court. * * * It certainly seems | the 
fairer course to pursue to allow a taxpayer 
to deduct a loss in the year when suffered 
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and to pay a tax on the amount of the loss 
recovered, if any, in the year in which the 
recovery is made. 

* * * * * 

We are of the opinion that the question 
here is controlled by the decisions in the 
■ White Dental Company, Sanford & Brooks 
Company, and John Thatcher & Son cases 
and we agree with the reasoning of the Cir¬ 
cuit Court of Appeals for the Second Circuit 
in the Thatcher Case. 

The case of Commissioner v. John Thatcher & 
Son, 76 F. (2d) 900 (C. C. A. 2nd), referred to in 
the Niagara Share case, also is analagous to the 
case at bar. The taxpayer, a general contractor, be- 
cuse of the default of certain subcontractors, was 
obliged to complete a building at a substantial loss 
to itself in the years 1917 to 1919. The taxpayer 
held surety bonds to insure the performance of the 
work by the subcontractors. Its suit against the 
latter and the sureties finally was decided adversely 
to the taxpayer in 1928, and the taxpayer claimed 
its loss in that year. The Commissioner contended 
that the expenditures to complete the building were 
deductible in the years they were made, either as 
ordinary and necessary expenses or as a loss. The 
Circuit Court of Appeals for the Second Circuit 
sustained the Commissioner’s position, sa3dng 
(p. 902) : 

The loss occurred when the expenditures 
' were made and was then deductible unless 





it was compensated for by insurance or 
otherwise. We think the taxpayer’s claim 
for damages against the subcontractors and 
their sureties was too contingent and im- 
certain to be treated as compensation by 
‘‘insurance or otherwise” for the loss. 

i 

The petitioner seeks (Br. 12-13) to distin^sh 
the Thatcher case from the case at bar on the 


ground that in the Thatcher case the court! held 
that the amount in controversy was not deductible 


as a loss in any year but should have been deducted 
in 1918 as ordinary and necessary expenses. 
While it is true that the court regarded the ex¬ 
penditures as ordinary and necessary expenses, it 
went on to say (p. 902) : ' 

But if it were conceded that the ekeess 
expenditures should be deemed a “toss” 
rather than ordinary and necessary ex¬ 
penses, the result would be no different^ 


The respondent’s position is supported still fur¬ 
ther by the case of Commissioner v. Higi^ay 
Trailer Co,, 72 F. (2d) 913 (C. C. A. 7th), certiorari 
denied, 293 U. S. 626. In that case the taxpayer 

I 

suffered a loss by. fire in the year 1921. Thel loss 
was not covered by insurance, but the taxpayer 
sued an electric company, alleging that the latter’s 
negligence had caused the loss. The appellate 
court decided adversely to the taxpayer in !l[925, 
and the taxpayer claimed its loss in that year. The 
Commissioner took the position that the loss should 
have been taken in 1921, when the fire occurred, 
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and the Circuit Court of Appeals for the Seventh 
Circuit'sustained his determination. 

The petitioner seeks (Br. 12) to distinguish the 
Highway Trailer case from the case at bar on the 
ground that the former involved a physical loss, 
whereas in this case the certificates of stock were 
not destroyed. Nevertheless, it is submitted that 
in the case at bar the loss became definitely estab¬ 
lished in amount in 1930. The record clearly 
shows (R. 9) that the stock became utterly valueless 
in that year, and that the loss was “actual and 
present” within the ambit of Burnet v. Huff, 288 
U. S. 156. 

In Royal Packmg Co. v. Commissioner, 22 F. 
(2d) 536 (C. C. A. 9th), the court said, with respect 
to the question of when a stock loss has been sus¬ 
tained (p. 538): 

% 

A loss may be said to be actually sus¬ 
tained in a given year if, within that year, 
it reasonably appears that such stock has, 
in fact, become worthless. 

The above decisions clearly establish the rule 
that tax liability must be determined upon the 
basis of annual accounting periods {Burnet v. 
Sanford & Brooks Co., supra) ; that the establish¬ 
ment of the worthlessness of stock is an identifi¬ 
able event entitling the owner thereof to a deduc¬ 
tion at the time the loss is sustained by him 
{United States v. White Dented Co.; Niagara 
Share Corp. v. Commissioner; Commissioner v. 
John Thatcher & Son; Commissioner v. Highway 



Trailer Go,, supra) ; that the taxpayer need i not 
establish ‘‘that there is no possibility of an even¬ 
tual recoupment’’ {United States v. White Belted 
Co,, supra) ; that where there is no assurance that 
the taxpayer would recover on account of his loss, 
he has not been compensated therefor within | the 
meaning of the statute, and the loss is deductible 
in the year in which it occurs {Commissioner v. 
Highway Trailer Co,; Commissioner v. John 
Thutcher & Son, supra). 

The rule contended for by the respondent is a 
practical, commonsense rule. It permits a loss 
to be reflected in income in the year it is Sus¬ 
tained, and at a time when the taxpayer is ide- 
prived of the use of an asset which has been ide- 

I 

stroyed by casualty or disposed of by sale or other 
identifiable event fixing definitely the extent! of 
the loss. Under this rule the taxpayer is requii*ed 
to include any recovery in income in the year the 
compensation for the loss has been received. It 
avoids the distortion of income resulting from a 
postponement of the loss to the conclusion of liti¬ 
gation. It recognizes fully the fact that delays 
might prolong the conclusion of the litigation for 
years, as shown by the case at bar. Furthermore, 
as stated by the Board of Tax Appeals in its 
opinion (R. 30), “there is enough flexibility in this 
rule to prevent its harsh application.” 


The petitioner relies (Br. 5-9). principally upion 
the cases of LewdVyn v. Electric Reduction Co,, 
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275 U. S. 243, Burnet v. Huff, 288 U. S. 156, and 
Lucas V. American Code Co., 280 U. S. 445, to sup¬ 
port his contention for a deductible loss in 1933. 
All three of those cases were discussed by the Cir¬ 
cuit Court of Appeals for the Seventh Circuit in 
the case of Commissioner v. Highway Trailer Co., 
supra. The Court concluded that the three cases, 
although decided after the case of United States 
V. White Dental Co., supra, did not overrule that 
case, ‘‘but merely represent quite different states 
of fact’’ (p. 915). The Court considered that the' 
White Dental ease controlled the Highway Trailer 
case. 

The cases relied upon by the petitioner (Br. 5- 
10) generally involve contingent losses rather than 
definite losses the amounts of which have been fixed 
by identifiable events, as in the ease at bar. 

II 

I 

The petitioner has not correlated the litigation with his 

prospective recovery 

Assuming for the purpose of argument, although 
the respondent denies it, that the petitioner might 
properly postpone the deduction of the loss until 
the conclusion of the litigation, the record clearly 
shows (R. 10) that the litigation did not come to a 
conclusive end until 1934. In other words, the 
petitioner has not carried his own contention to its 
logical conclusion. 

The petitioner contends (Br. 13-14) that the 
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loss ‘^was not sustained until 1933, when, as a re¬ 
sult of litigation, it was determined as a matter of 
law that the New York Company was not liable.” 
The record will not support this position. As a 
matter of fact, the situation with respect to the liti¬ 
gation at the end of 1933 was that one of the test 
suits (the Hutton case) had been decided by i the 
trial court in favor of one of the stockholders, and 
the other test suit (the Schaeffer case) had been 
decided adversely to another stockholder (R. jO). 
An appeal of the Hutton case was pending before 
this Court, and it was not until June 1934 that l:his 
Court reversed the decision of the trial cobrt. 

j 

New York Title & Mortgage Co. v. Hutton, 71 F. 
(2d) 989 (App. D. C.). The Supreme Court! de¬ 
nied certiorari on October 22,1934 (293 U. S. 605). 

I 

In the Schaeffer case, the trial court had denied a 
new trial in July 1933, and no appeal had b^^ii 
taken (R. 10). I 

In the cases of Lewellyn v. Electric Reduction 

I 

Co., supra, and Lucas v. American Code Co., supra^ 
as well as in other cases relied upon by the l)eti- 
tioner (Br. 5-10), no deduction was allowed for! the 
loss until the conclusion of the litigation in 6ach 
case. ! 

j 

Under the above state of facts, the petitioner jwas 
not justified in abandoning hope of recovery at the 
end of 1933. Whether he would be able to recbver 

j 

in an action for deceit was still an unanswered 
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question at the end of 1933. The petitioner states 

t 

(Br. 15) that after an examination of the decision 
upon the motion for a new trial in the Schaeffer 
case, he concluded ‘‘that it would be useless for 
him to proceed any further.” He fails to state 
why he attached more importance to the Schaeffer 
decision than to the contrary decision in the Hutton 
case. The only other reason (Br. 15) he gives for 
concluding that the situation with respect to re¬ 
covery became hopeless in 1933 is that the statute 
of limitations and laches cut off his right to in¬ 
stitute a suit in his own behalf. The respondent 
submits, however, that the petitioner might have 

protected himself by filing suit in 1933. 

$ 

The Board of Tax Appeals stated in its opinion 
(R. 29) that “there is nothing in the record to indi¬ 
cate if or how he was to recover his unfortunate 
investment.” It is submitted that the Board’s 
conclusion is correct. 

The petitioner contends (Br. 17) that “the main 
inducement for the purchase of the stock certificate 
was the alleged guaranty of the New York Com¬ 
pany.” The record will not support this state¬ 
ment. The stipulated facts (R. 9) are that the 
main inducement to the petitioner in purchasing 
the stock “was the statement in a certain letter.” 
Whether or not the petitioner regarded the letter 
as a guaranty when he bought the stock has not 
been established. 


I 
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m I 

I 

i 

The expense of the litigation was deductible, if a^ all, as 

an expense in 1930 

i 

j 

The above considerations are applicable for the 
most part to the deductibility of the purchase price 
of the stock. The $20 contributed to the expense 
of the test suits in 1930 was deductible, if at all, 
as an ordinary and necessary expense in 1930. 
Kornhauser v. United States, 276 U. S. 145 J Com¬ 
missioner V. Field, 42 F. (2d) 820 (C. C. A. 2nd) ; 
Seufert Bros. v. Lucas, 44 F. (2d) 528 (C. C. A. 
9th). ; 

CONCLUSION 

i 

The petitioner sustained in 1930 a definiie loss 

1 

which was not compensated for by insurance or 
otherwise. The Board of Tax Appeals correctly 
decided that the deduction should have been taken 
in 1930 and not in 1933. Its decision should be 
affirmed. 

Respectfully submitted. ' 

James W. Morkis, 
Assistant Attorney General. 

J. Louis Monarch, 

A. M. Sellers, | 

Special Assistants to the Attorney General. 
May 1937. I 
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